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Transition Oversight Staff
In January 2002 the Public Oversight Board (POB) announced its intention to terminate its
existence. The Executive Committee of the SEC Practice Section (SECPS) of the American
Institute of Certified Public Accountants (AICPA) and the AICPA itself determined that,
notwithstanding the POB’s decision, it was in the public interest for the SECPS to continue its
self-regulatory activities until a new structure for regulating accounting firms that audit the
financial statements of SEC registrants became operational. The SECPS concluded that
oversight of its programs was essential and that the oversight activities that the staff of the POB
conducted over the SECPS’s activities should continue until a new regulatory structure was in
operation. The AICPA also determined that the oversight activities that the staff of the POB
conducted over the activities of the Auditing Standards Board (ASB) should continue during the
transition to a new regulatory body.
In addition, before the POB’s decision to terminate its existence, the largest public accounting
firms had committed to reviews of the design and implementation and operating effectiveness of
each of their systems, procedures, and internal controls (Systems and Controls) for compliance
with the independence rules of the SEC, the AICPA, the Independence Standards Board, and the
SECPS. Those reviews were to take place pursuant to a January 2000 agreement between the
firms and the SEC that required the firms to participate in “look-back” testing of their
compliance with certain independence requirements. That agreement further called for the POB
to conduct the reviews and issue public written reports thereon.
During February 2002 discussions were held by the parties directly affected by the POB’s
decision to disband about continuing the oversight activities conducted by the POB’s staff and
transferring responsibility for conducting the independence reviews to the POB staff who had
been involved in developing programs to perform the reviews. Those discussions led to the
formation of the Transition Oversight Staff (TOS).
On March 31, 2002 the POB terminated its existence. On April 12, 2002 a Memorandum of
Understanding (MOU) was agreed to by the SECPS Executive Committee, the four largest
accounting firms, the AICPA, the staff of the SEC, and the staff of the former POB (which
became the TOS).
The MOU described agreements relating to (1) the TOS’s oversight of the SECPS and the SEC
staff’s access to documents relating to the TOS’s oversight of the SECPS peer review and
Quality Control Inquiry Committee (QCIC) programs; (2) the TOS’s oversight of the ASB; (3)
the reviews by the TOS of the firms’ independence Systems and Controls, and the SEC staff’s
access to documents relating to the reviews; and (4) the oversight and reporting on the
independence reviews by an Independent Reporter to assure that the reviews were thorough and
fair.

The Transition Period
During the transition period, April 1, 2002 through December 31, 2003, the TOS oversaw the
self-regulatory activities and programs of the SECPS, including those of the Peer Review
Committee (PRC), the QCIC, and the Professional Issues Task Force (PITF). (The QCIC held
its final meeting on January 15, 2004 and the TOS continued its oversight of QCIC through that
date.) The TOS also conducted the reviews of the firms’ independence Systems and Controls
and reported on those reviews on December 19, 2002. Finally, the TOS oversaw the ASB
through its meeting held in October 2003, by which time the Public Company Accounting
Oversight Board (PCAOB) had assumed responsibility for establishing standards for audits of
public companies.
The PCAOB was established by the Sarbanes-Oxley Act of 2002 with broad powers, including:
o Inspecting and registering public accounting firms.
o Establishing, adopting, or modifying auditing, quality control, ethics, and other standards
for public company audits.
o Investigating registered accounting firms for potential violations of applicable rules
relating to audits of public companies.
The PCAOB began overseeing the performance of public company audits during 2003 and,
among other things, registered accounting firms that audit public companies, conducted
inspections of the four largest public accounting firms (but not the more than 700 other SECPS
member firms, 327 of which had peer reviews in 2003), and assumed responsibility for
establishing auditing, quality control, and ethics standards for audits of public companies.
The SECPS, the AICPA, and the TOS reached an informal agreement with the PCAOB that, as
the PCAOB began to implement the provisions of the Sarbanes-Oxley Act, it was in the public
interest for the SECPS self-regulatory programs to continue throughout 2003 and for the TOS to
oversee those programs. The SECPS and the AICPA discontinued their self-regulatory programs
covering the audits of public companies as of December 31, 2003, and the TOS terminated its
existence as of that date, except for oversight of QCIC activities through January 15, 2004. This
report sets forth the activities of the TOS from April 1, 2002 to December 31, 2003.
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TOS REPORTS ON REVIEWS OF FIRMS’ INDEPENDENCE SYSTEMS
AND CONTROLS

One of the most significant undertakings of the TOS during the transition period was its reviews
of the independence quality control systems of the four largest public accounting firms (Deloitte
& Touche LLP, Ernst & Young LLP, KPMG LLP, and PricewaterhouseCoopers LLP).
The reviews had their origin in June 2000 when the SEC and the firms agreed to a “look-back”
program to test the firms’ compliance with certain independence requirements. The firms also
agreed to continue to implement, by January 1, 2001, enhanced systems of quality controls over
independence, including automated systems to identify investment holdings of partners and
managers that might impair independence. Further, the firms agreed to submit to reviews and
oversight of their independence systems by the POB. After the POB decided in January 2002 to
terminate its existence, the SEC and the firms agreed that the reviews should be conducted and
reported on by the TOS.
The responsibility of the TOS was to evaluate the design and implementation of the firms’
Independence Systems and Controls as of June 30, 2001 and their operating effectiveness during
the six months ended December 31, 2001.

Standards for and Elements of Independence Quality Control Systems
For purposes of the reviews, the TOS identified the essential features of Independence Systems
and Controls and classified them into 11 elements:
1. Written independence policies and procedures.
2. Automated tracking system and restricted entity list.
3. Independence training.
4. Internal monitoring of independence Systems and Controls.
5. Senior management and others responsible for independence Systems and Controls.
6. “Tone at the top” and culture relating to independence.
7. Prompt reporting of personnel employment negotiations.
8. Reporting by personnel of apparent independence violations.
9. Disciplinary policies.
10. Certain independence quality controls of the firms relating to foreign associated firms.
11. Systems and Controls relating to business relationships and alliances, commissions, and
contingent fees.
The first ten of the elements also were listed in the MOU. Although the procedures with respect
to the eleventh element were subsumed in the first ten elements, the TOS separated and
expanded them as a result of heightened concerns arising from certain publicly reported alleged
independence violations that came to the TOS’s attention during the course of the reviews.
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Evaluation and Report
The reviews took place between May and December 2002, and the report on the reviews was
issued December 19, 2002. Senior TOS employees and consultants performed the reviews. The
TOS engaged independence experts from among the reviewed firms’ peer reviewers to help
perform certain tests of operating effectiveness, under the direction and supervision of the TOS.
The TOS report included an evaluation of each of the firms’ Independence Systems and
Controls, including deficiencies identified that the TOS believed required prompt corrective
action. (Deficiencies of lesser importance and not included in the report were communicated
directly to the management of each firm.) The TOS does not believe that those deficiencies,
either individually or in the aggregate, warranted a modification of its opinion with respect to the
overall systems of independence quality controls of any of the firms.
The TOS’s evaluation of the systems taken as a whole was as follows:
In our opinion, the Systems and Controls, taken as a whole, developed for compliance
with the Independence Rules by D&T, E&Y, KPMG, and PwC were effectively designed and
implemented as of June 30, 2001 and operated
effectively during the six months ended
December 31, to provide each Firm with
reasonable assurance of complying with the
Independence Rules during that
period.
The TOS report also contained:
•

Recommendations to the SEC and the SECPS.

•

Best practices identified during the review.

•

Detailed descriptions of the elements of each firm’s systems and controls and related
findings.

•

Descriptions of the firms’ U.S. practices.

•

Firm responses to deficiencies in independence systems and controls.

On December 19, 2002, the Independent Reporter issued a report on his oversight of the TOS
reviews, in which he concluded that the TOS process had been appropriately planned and
executed, and the findings of the reviews had been assessed and reported in a logical and fair
manner.
The full texts of the reports of the TOS and the Independent Reporter are posted on the TOS
website at http://www.oversightstaff.org/reports.htm.
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TOS Reports on the Peer Review Process
Prior to and during the transition period, the AICPA Bylaws required that members of the
Institute shall “engage in the practice of public accounting with a firm auditing one or more SEC
clients as defined by Council only if that firm is a member of the SEC Practice Section.”
Virtually all U.S. accounting firms that audit publicly held companies belong to the
SECPS and submit to a triennial peer review of their accounting and auditing practice. The
objectives of a peer review are to evaluate whether the reviewed firm has (1) designed its system
of quality control for its accounting and auditing practice to meet the requirements of the
Quality Control Standards established by the AICPA, (2) complied with its quality control
policies and procedures to provide reasonable assurance of complying with professional
standards, and (3) complied with the membership requirements of the SECPS in all material
respects. A peer review is based on selective tests and directed at the design of and compliance
with the reviewed firm’s system of quality control to provide the firm with reasonable, but not
absolute, assurance of complying with professional standards. Consequently, an unmodified
opinion on a firm’s system of quality control is not intended to, and does not, provide assurance
with respect to any individual engagement conducted by the firm or that none of the financial
statements audited by the firm will be restated.

The SECPS Peer Review Committee sets standards for conducting and reporting on peer
reviews and oversees the administration of the peer review program. The PRC considers each
peer review, evaluates the reviewer’s competency and performance, and examines every report,
letter of comment, and accompanying response from the reviewed firm. Once the reports are
accepted by the PRC, they are placed in a public file maintained at the AICPA and also are
placed on the AICPA website.

TOS Oversight of the Peer Review Process
At December 31, 2003, 1,015 accounting firms practicing in the United States belonged to the
SECPS; 694 of these firms audited SEC registrants and 321 did not have SEC registrant clients.
This report discusses and comments on peer reviews conducted during the 2002 and the 2003
peer review years. The peer reviews conducted during the 2002 peer review year were
performed after March 31, 2002 and were processed by the PRC during calendar years 2002 and
2003. The peer reviews conducted during the 2003 peer review year were performed after
March 31, 2003; some were processed by the PRC during calendar year 2003, with the
remainder to be processed in calendar year 2004. In addition, this report discusses several
changes in the peer review process implemented during 2002 and 2003.
During the 2002 peer review year, 374 SECPS peer reviews were performed, including 251
reviews of firms that audit SEC registrants and 123 reviews of firms with no SEC registrant
clients. During the 2003 peer review year, 327 peer reviews were performed (or scheduled to be
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performed), including 232 reviews of firms that audit SEC registrants and 91 reviews of firms
with no SEC registrant clients.
The TOS oversaw every SECPS peer review performed. The nature and extent of that oversight
depended on a number of factors, including reviewers’ past performance and risk characteristics
of the reviewed firm. Such risk characteristics as the number and nature of SEC registrant
clients, past results of reviews (modified or adverse reports), past history of regulatory problems
(litigation and regulatory enforcement actions), and initial SECPS peer reviews affected the
intensity of TOS oversight.
The most intensive level of TOS oversight involved on-site visits during the performance of the
review and extensive review of the reviewers’ reports and supporting peer review working
papers. This involved extensive interaction with the reviewers and members of the reviewed
firms, and occasionally review of audit reports and working papers prepared by the reviewed
firms. The next level of oversight involved an extensive review of the peer review reports and
supporting peer reviewers’ files. The least intensive level of oversight involved review of the
peer review reports and selective working papers. This level of oversight typically was applied
to firms with no SEC registrant clients and lower-risk firms that in prior peer reviews were
subjected to a visit or extensive working paper review by the TOS or the POB.
During the 2002 peer review year, the TOS performed its highest level of oversight, on-site visit
and extensive working paper review, on 67 firms, 94 firms were subjected to an extensive report
and working paper review, and 213 firms were subjected to a report and selective working paper
review. Of the 213 firms, 123 did not have SEC registrant clients. One peer review performed
during 2002 has not yet been processed by the PRC.
During the 2003 peer review year, the TOS performed its highest level of oversight on 33 firms,
45 firms were subjected to an extensive report and working paper review, and 76 firms were
subjected to a report and selective working paper review. Of the 76 firms, 46 did not have SEC
registrant clients. The TOS peer review oversight program was curtailed as of November 1,
2003. The Peer Review Committee and SECPS staff will continue to perform varying levels of
oversight prior to processing the peer review reports of 2003 peer reviews that had not been
completed at December 31, 2003.
Oversight of Firms with 100 or More SEC Clients
Full scope peer reviews
During the 2002 peer review year, three peer reviews were performed of firms with greater than
100 SEC registrant clients: Deloitte & Touche LLP (D&T), Grant Thornton LLP (GT), and
KPMG LLP (KPMG). And during the 2003 peer review year, two full scope peer reviews were
performed of such firms: BDO Seidman LLP (BDO) and PricewaterhouseCoopers LLP (PwC).
The TOS devoted substantial time overseeing the peer reviews of those firms, participating in the
reviews from initial planning through final analysis of the peer review findings and development
of the reports, letters of comment, summary review memoranda, and exit conference agendas.
This oversight included visiting the firms’ national offices and practice offices to monitor the
performance of the reviews. At practice offices, the TOS participated in focus group sessions
with separate groups of managers and staff, in discussions between the engagement teams and
peer reviewers of potential findings on individual audits selected for review, and in office exit
conferences at which findings were communicated to office management.
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The TOS is satisfied that on each of the reviews its recommendations were considered and
implemented by the peer review teams. These included recommendations to (1) revise the scope
of engagements to be reviewed, and (2) include matters for communication at exit conferences,
in summary review memoranda, or in letters of comment. The TOS expended a minimum of 500
hours on oversight of each of the large firm reviews in 2002 and 2003.
Following each of the reviews, the TOS and peer review team captains participated in
discussions with the SEC staff, who had reviewed the peer review working papers and the TOS’s
oversight files.
Specified annual procedures reviews
As a result of recommendations included in the 2000 report of the Panel on Audit Effectiveness
that the large firms undergo peer review procedures annually, the PRC developed a set of
specified annual procedures for firms with more than 500 SEC registrant clients not undergoing a
full scope triennial peer review during 2002. Both PricewaterhouseCoopers (PwC) and Ernst &
Young (E&Y) were subjected to the specified annual procedures.
The TOS oversaw the specified annual procedures reviews. The oversight procedures included
reviewing the planning for each of the reviews, the reviewers’ working papers, findings, and
analysis of those findings; visiting offices of the reviewed firms while the reviewers were
observing and testing the firms’ monitoring procedures; and reviewing the reports issued and
attending the overall exit conference with the firms’ senior management.
Subsequent to the 2002 peer review year, the PRC discontinued specified annual procedures
reviews in anticipation of the 2003 reviews of firms with 100 or more SEC clients performed by
the PCAOB.
Oversight of Firms with Fewer than 100 SEC Clients
2002 peer review year
During the 2002 peer review year, the TOS participated, through on-site visits, in the reviews of
62 firms with fewer than 100 SEC registrant clients. During those visits, the staff interacted with
the members of the review teams and reviewed firms, evaluated the qualifications of the review
team members, reviewed the peer review working papers, evaluated the scope of review and
disposition of review findings, participated in the exit conference with representatives of the
reviewed firm, and evaluated the content of the peer review reports. During these visits, the staff
reviewed a sample of clients’ financial statements and the reviewed firms’ reports and supporting
working papers to obtain a better understanding of the nature of the review findings and the
quality of the reviewers’ work. Twenty-two of the firms visited by the TOS had five or more
SEC clients, five had received modified or adverse reports on their previous peer review, and six
were undergoing their initial SECPS peer review. The TOS visited and participated in the
reviews of 33% of the firms with five or more SEC clients, 45% of the firms with SEC clients
that received modified or adverse reports during their previous peer review, and 25% of the firms
with SEC clients undergoing their initial SECPS peer review.
The TOS also performed a comprehensive review of the peer review reports and underlying
working papers for the reviews of 94 firms. The TOS often raised substantive questions about
the scope of review and the disposition of review findings, and discussed those matters with the
review team, determined whether the review team possessed industry and regulatory
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qualifications commensurate with those of the reviewed firm’s members (considered necessary
in order to perform an effective review), obtained clarification of matters involving the scope of
review and systemic causes of review findings, and evaluated compliance with the peer review
performance and reporting standards.
For the 213 firms (of which 90 had SEC clients and 123 did not have SEC clients) not subject to
the more intensive visitation and working paper review oversight programs, the TOS performed
a review that was limited to the peer review reports and selective working papers. On these
reviews, the SECPS staff performed either an on-site visit or a comprehensive review of the peer
review reports and working papers.
2003 peer review year
During the 2003 peer review year, the TOS provided oversight on all peer reviews conducted
prior to November 1, 2003. The TOS directly participated, through on-site visits, in the reviews
of 31 firms with fewer than 100 SEC registrant clients. Twelve of the firms visited had five or
more SEC clients, three had received modified or adverse reports on their previous peer review,
and two were undergoing their initial SECPS peer review. The TOS visited and participated in
the reviews of 46% of the firms with five or more SEC clients, 37% of the firms with SEC
clients that received modified and adverse reports during their previous peer review, and 13% of
the firms with SEC clients undergoing their initial SECPS peer review.
The TOS performed a comprehensive review of the peer review reports and underlying working
papers for the reviews of 45 firms.
For the 76 firms (of which 30 had SEC clients and 46 did not have SEC clients) not subject to the
more intensive visitation and working paper review oversight programs, the TOS performed a
review that was limited to the peer review reports and selective working papers.
At November 1, 2003, the peer reviews of 168 firms had not been performed and the TOS
provided no oversight.
Peer Review Committee Consideration of Peer Review Reports and Imposition and
Monitoring of Corrective Actions
After the TOS and the SECPS staff completed their respective reviews of the peer review reports
and files, the peer review reports were presented to either the entire Peer Review Committee or
the Evaluations Task Force (ETF) of the PRC. Because of the high public interest in firms with
a large number of SEC registrant clients, the PRC determined that the peer review reports of all
reviewed firms with 30 or more SEC registrant clients would be considered by the entire
Committee. The TOS and the SECPS staff actively participated in the PRC and ETF discussions
and communicated significant matters that arose in the course of their oversight procedures.
Reports were then accepted or deferred for resolution of significant matters. Once the reports
were accepted by the PRC or ETF, they were placed in the public files at the AICPA and on the
AICPA SECPS website.
The PRC and ETF consider whether peer review findings warrant additional follow-up to ensure
that the public interest is properly protected and the firm is taking appropriate corrective actions
to address its peer review findings. If the PRC or the ETF concludes that the corrective actions
proposed by a reviewed firm in response to peer review findings are not adequate or that similar
deficiencies have been found on successive peer reviews, the Committee usually requests that the
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reviewed firm implement additional corrective actions. Additionally, if the peer review findings
are particularly severe, the Committee typically requires the firm to demonstrate that adequate
corrective actions have been implemented to the satisfaction of the review team captain or
another outside party.
The PRC and ETF considered and accepted the reports on 373 of the 374 2002 peer reviews and,
as of December 31, 2003, 123 of the 323 2003 peer reviews.
The PRC met five times in 2002 and three times in 2003; the ETF met 17 times in 2002 and 18
times in 2003 to consider 2002 and 2003 peer review reports. The TOS participated in all of
these meetings.
Sanctions Imposed on Member Firms
The following sanctions were taken against member firms and reported in The CPA Letter:
On October 17, 2003, a Hearing Panel of the SECPS Executive Committee concluded that James
C. Marshall, CPA, P.C., of Scottsdale, AZ, was guilty of a failure to comply with SEC Practice
Section membership requirements and guilty of a failure to cooperate with the SECPS Peer
Review Committee. The firm was expelled from membership in the SEC Practice Section
effective November 16, 2003.
On June 28, 2002, a Hearing Panel of the SECPS Executive Committee concluded that the firm
of Roger G. Castro, CPA, of Oxnard, CA, was guilty of both failing to comply with SEC Practice
Section membership requirements and failing to cooperate with the SECPS Peer Review
Committee. The firm was expelled from membership in the SEC Practice Section effective July
28, 2002.
SEC Oversight of the Peer Review Process
The purpose of SEC oversight, as discussed in the April 12, 2002 MOU, is to enable the SEC
staff to make an objective, independent evaluation of the peer review standards and the
effectiveness of those standards in ensuring the quality of audits performed by those practicing
before the SEC. The SEC also oversaw the quality of the TOS oversight activities.
During the 2002 and 2003 peer review years, the SEC staff visited the TOS offices on five
occasions and reviewed the peer review reports, peer review working papers, and TOS oversight
files on the reviews of 26 firms. The SEC staff also reviewed the TOS oversight files on the
reviews of an additional 35 firms.
The SEC’s 2002 Annual Report discusses the SEC staff’s oversight of the SECPS peer review
process and the TOS oversight process. As was the case with the SEC’s 2001 Annual Report, the
SEC’s 2002 Annual Report did not provide an evaluation of whether the profession’s peer review
process is an effective means of improving the quality control systems of member firms.
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TOS REPORTS ON QUALITY CONTROL INQUIRY PROCESS
The Quality Control Inquiry Committee reviewed 1,051 cases of litigation or publicly
announced investigation by a regulatory agency commenced after November 1, 1979 involving
allegations of audit failure against member firms relating to SEC registrants and certain other
entities. The QCIC determined for those cases whether the allegations indicated (1) a need for
the firms to take corrective action to improve their quality control systems, or (2) professionwide issues that needed to be addressed. The QCIC also conducted inquiries of member firms to
evaluate the performance of the engagement partner (and sometimes other members of the
engagement team). For cases reported after January 1, 2001 in which QCIC concluded that a
performance failure might have occurred, firms were required to take action concerning the
engagement team in accordance with the self-disciplinary membership requirement. See
“Referral of Individuals to the Professional Ethics Division” later in the section.

The quality control inquiry process was a necessary complement to the profession’s selfregulatory program.
Termination of the QCIC
The Executive Committee of the SECPS on October 7, 2003 advised the managing partners of
SECPS firms that the requirement to report cases to the QCIC would be eliminated effective on
the earlier of October 1, 2003 or the date that a firm’s registration application with the PCAOB
was accepted. This action was taken because, after registration with the PCAOB, firms and their
associated persons became subject to investigation and discipline by the PCAOB.
Cases reported to the QCIC were processed in accordance with the QCIC’s operating procedures
and were subjected to oversight by the TOS during the transition period. The QCIC conducted
its final meeting on January 14–15, 2004. 17 cases were closed at that meeting. The SEC staff
plans to inspect the QCIC’s closed case summaries and the TOS oversight files for those cases in
March 2004.
Thirty-nine of the cases reported to the QCIC were not closed by January 15, 2004. These cases
will be reported to the SEC staff.
Reporting of Cases
Prior to the elimination of the requirement to report cases to the QCIC, member firms were
required to report to the Committee, within 30 days of service, all litigation alleging deficiencies
in the conduct of an audit of the financial statements of an SEC registrant.
The Committee also had the authority to review cases not involving an SEC registrant, if there
appeared to be a significant public interest in an alleged audit failure and a possible need for the
firm to take corrective measures. During the transition period, cases involving audits of three
non-SEC registrants were voluntarily reported by member firms to the Committee in this
manner.
This section reports on the 114 cases acted upon by the QCIC during the transition period.
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Oversight of the Quality Control Inquiry Process
In accordance with the MOU, the TOS had access to the QCIC process and actively participated
in the discussion of the implications of the allegations in each case that took place at meetings of
the Committee. For each case, the TOS reviewed the complaints submitted by the member firm,
SEC Accounting and Auditing Enforcement Releases against company personnel and
accountants, relevant financial statements and regulatory filings, and other publicly available
documents. The TOS participated in virtually all QCIC task force meetings with member firms
during the period covered by this report.
The TOS is satisfied that its views were appropriately considered in developing the inquiries that
were made in each case, in deciding the quality control and performance implications of
responses, and in documenting QCIC actions and the basis for conclusions in each closed case
summary.
Termination of the Practice of Arthur Andersen LLP
On June 15, 2002, Arthur Andersen LLP acknowledged that the jury verdict in its criminal trial,
which found the firm guilty of one count of obstruction of justice, had effectively ended the
firm’s audit practice and that it would cease practicing before the SEC by August 31, 2002.
Following the indictment of Andersen, the SEC had announced on March 14, 2002 that the firm
could continue to make required filings on behalf of clients so long as the firm complied with
continuing quality control procedures as stipulated in the orders and rules released by the
Commission on March 18, 2002.
On June 17, 2002, the Executive Committee of the SECPS and the AICPA’s Professional Ethics
Division (PED) reached an agreement with Andersen that provided for monitoring of Andersen’s
quality controls with respect to in-process audit work for the firm’s SEC clients during the period
required to terminate Andersen’s audit practice. In addition, the agreement covered the
cooperation of the firm with the PED’s investigation of Andersen partners and employees.
At the request of the SECPS Executive Committee and with the knowledge and approval of the
SEC Chief Accountant, a senior person of the TOS oversaw Andersen’s compliance with the
continuing quality control procedures. Among other things, the assigned TOS representative
monitored:





The continuance of the firm’s national consultation function.
The daily assignment of appropriate personnel to open engagements.
The issuance of guidance material to professional personnel.
The semiweekly telephonic communication among the firm’s professional practice
directors and with national office partners.

Until the time Andersen ceased performing audits of SEC registrants, the TOS reported its
satisfaction with Andersen’s maintenance of quality controls to both the SECPS Executive
Committee and the SEC Chief Accountant. Thereafter, the SECPS Executive Committee
accepted Andersen’s resignation from the SECPS.
The agreement with Andersen also covered the terms of the firm’s cooperation with the QCIC in
the following respects:
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1. Andersen was to promptly provide the names, and to the extent known the current
employment status, of the lead engagement partner of each engagement subject to
committee inquiries as of June 17, 2002.
2. Until Andersen ceased auditing SEC registrants and for as long thereafter as the firm had
personnel available to report new matters, the firm was to report new cases to the QCIC
and provide the names, and to the extent known the current employment status, of the
lead engagement partners on those engagements.
3. The QCIC and Andersen were to complete inquiry of cases, where practicable, during the
period that the firm continued to audit SEC registrants.
4. Where that was not practicable, the QCIC was to evaluate the publicly available
information on those cases to determine the broader issues affecting the profession, with
Andersen’s cooperation to the extent resources were available. These cases were to be
referred to the PED.
The PED advised the QCIC staff that it opened a file for each case covered by Item 4 above and
deferred its investigations into the matters pending the resolution of any outstanding litigation or
SEC investigations. Also, the QCIC staff advised any SECPS member firm that employed the
lead engagement partner that the individual should be subjected to enhanced oversight by the
firm on all public company audits for a reasonable period of time.
The public file includes the complete Terms of Agreement With Arthur Andersen LLP – June 17,
2002, and should be consulted for the details of the firm’s agreement with the PED.
The TOS monitored the QCIC’s activities related to the four matters covered in the agreement
between Andersen and the SECPS Executive Committee and PED and is satisfied with the firm’s
cooperation with the QCIC and with QCIC’s actions to protect the public interest. The TOS
participated with the QCIC in the meeting with senior partners of Andersen and its General
Counsel, during which Andersen communicated issues that had come to its attention as a result
of its review of the quality control implications of allegations contained in litigation against the
firm. In addition, the TOS participated with the QCIC in independently identifying the
institutional issues presented in the litigation against Andersen. To the extent those issues had
profession-wide significance, they were included in the QCIC’s Recommendations for the
Profession Based on Lessons Learned from Litigation – October 2002, which is discussed below
under “Communications with Standard Setters and the PITF.”

QCIC Activity
The QCIC began the transition period with 52 cases on its agenda. One hundred and one new
cases were opened during the period, and 114 were closed.
In its initial analysis of each case, after reviewing the complaint and publicly available
documents, the QCIC determined that there were no quality control or performance issues to
pursue on three of the 3 cases.
For the other 111 that were closed, the QCIC task forces met with firm representatives to gain an
understanding of the work performed in the areas of alleged audit failure and the potential
implications for the firms’ quality control policies and procedures. Where appropriate, the QCIC
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task forces reviewed firm guidance materials and, on occasion, selected engagement working
papers relevant to specific allegations.
Communications with Standard Setters and the PITF
During the transition period, the QCIC communicated with the Office of the SEC Chief
Accountant, members and staff of the PCAOB, the FASB, and the ASB. The TOS was actively
involved in these communications.
The Chief Accountant and the chair of the ASB participated in the May 2002 meeting of the
QCIC. Task forces of the QCIC reviewed and commented on the exposure draft of the proposed
SAS, Consideration of Fraud in a Financial Statement Audit, and also provided input to the ASB
on issues relating to the auditor’s understanding of internal controls and audit confirmations.
In October 2002, the QCIC issued Recommendations for the Profession Based on Lessons
Learned from Litigation. The TOS actively participated in the development of the
recommendations contained in the document that were addressed to the:





Financial Accounting Standards Board
Auditing Standards Board
SECPS member firms
PCAOB

This report, which was based on an analysis of information relating to over 200 cases reviewed
by the QCIC since December 1997, identified problem areas and trends that should be addressed
to improve financial reporting and audit quality. The report may be viewed in its entirety on the
SECPS website at http://www.aicpa.org/download/secps/QCIC10-02Report.pdf. The report does
not identify the cases that formed the basis for the recommendations.
The TOS believes that the recommendations constitute a comprehensive agenda of issues for
standard setters. One of the recommendations included in the report calls for a reevaluation by
the PCAOB of the concept of “reasonable assurance.” Presently, auditing standards require
auditors to plan and perform audits to obtain reasonable assurance that the financial statements
are free of material misstatement. The QCIC questioned whether the concept of reasonable
assurance provides an appropriate standard on which to base auditor responsibility. This
recommendation is consistent with the TOS’s views. See also the discussion under “A Call to
Reevaluate Auditors’ Responsibilities” in the section of this report on TOS Reports on the
Auditing Standards Board. The letter from the TOS to the SEC and the PCAOB on this subject
is reproduced in this report in appendix C and also may be found on the TOS website at
http://www.oversightstaff.org/reports.htm.
In addition, the QCIC and TOS actively participated in the development of the following
Practice Alerts that were issued by the Professional Issues Task Force during the transition
period:





02-2 - Use of Specialists
02-3 - Reauditing Financial Statements
03-1 - Audit Confirmations
03-2 - Journal Entries and Other Adjustments.
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These alerts are available on the AICPA/SECPS website.
Referral of Individuals to the Professional Ethics Division
During the transition period, the QCIC informed the AICPA’s Professional Ethics Division of 30
cases in which it believed that there might have been substandard performance by the
engagement team. Under the Section’s disciplinary membership requirement, which terminated
on December 31, 2003, when the PED opened a case file but deferred its investigation while the
firm was involved in litigation (19 of those cases), the member firm had to select one of three
options with respect to the audit engagement partner (and sometimes other members of the
engagement team). The options were:
1. Terminate or retire the individual from the member firm (4 cases).
2. Remove the individual from performing or supervising audits of public companies until
the PED’s ethics enforcement process is complete (9 cases).
3. Subject the individual to additional oversight on all audits of public companies in which
the individual is involved (6 cases).
The PED has not yet informed the firm as to whether it will open a file but defer its investigation
for 4 cases.
Peer reviewers tested the firms’ compliance with the options they had selected. The TOS
oversaw those tests and believes the process operated effectively during the transition period.
In addition, during the transition period, the QCIC referred to the PED 59 CPAs who were
officers or employees of companies involved in QCIC investigations. Each such referral resulted
from a belief by the QCIC that there might have been wrongdoing or inadequate performance by
the officer or employee.
SEC Access to the QCIC Process
Under the April 12, 2002 MOU, the SEC actively monitored the QCIC process. The SEC Chief
Accountant met with the QCIC at its May 9, 2002 meeting. The SEC staff visited the TOS
offices seven times to review the SECPS and the TOS closed case files and to discuss them with
the QCIC staff and the TOS. The SEC staff urged the SECPS to continue the QCIC process until
the PCAOB was fully operational.
Table I – QCIC Activity

Actions Related to Firms
Either a special review was made, the firm’s regularly scheduled
peer review was expanded, or other relevant work was inspected
A firm took appropriate corrective measures that were responsive
to the implications of the specific case
Actions Related to Individuals
Cases opened by the AICPA PED as a result of the QCIC’s
concern about the performance of senior audit personnel

14

21
Months
Ended
12/31/03

Inception
(11/1/79)
Through
12/31/03

3

88

8

160

23

119

TOS REPORTS ON THE AUDITING STANDARDS BOARD
The PCAOB’s statutory responsibilities include the establishment of auditing and related
attestation, quality control, and ethics standards to be used by public accounting firms registered
with the PCAOB in the audits of public companies. As an interim step, the PCAOB adopted
existing auditing and related professional standards issued by the AICPA, the ASB, and the
Independence Standards Board, as of April 16, 2003, as interim standards, pending PCAOB
review of those standards.
After the PCAOB’s adoption of the interim standards, the ASB initiated a transition of certain
existing exposure drafts and projects to the PCAOB. Proposed modifications to outstanding
exposure drafts, along with comment letters received by the ASB, would be forwarded to the
PCAOB for its consideration in formulating standards. New drafts developed by the ASB for
other projects in progress also would be forwarded to the PCAOB for its consideration.
On October 20, 2003, the Council of the AICPA approved a plan to reconstitute the ASB as a
group to develop auditing and attestation standards for nonpublic entities. The new ASB will
have 19 members, drawn from state boards of accountancy, the user community and public, and
audit practitioners. The ASB had been composed of 15 members, including representatives from
international, national, regional, and local firms, as well as representatives from accounting
education and state government.
Previously, the ASB had established and promulgated generally accepted auditing standards
(GAAS) for the audits of all entities, as well as attestation and quality control standards. AICPA
members are required to observe those standards in accordance with the Institute’s Bylaws and
Code of Professional Conduct.
The April 12, 2002 MOU specified that TOS oversight of the ASB would include:
•
•
•
•

Attending ASB meetings, at which representatives of the TOS could express their views
(but not vote).
Evaluating ASB standards through the peer review process and advising the ASB of the
results of that evaluation.
Recommending issues for inclusion on the agenda of the ASB.
Reporting on its oversight activities in an annual report.

The TOS substantially concluded its oversight of auditing standard setting in October 2003. By
then the ASB had forwarded recommendations to the PCAOB for its consideration in setting
future standards. This section of the report describes the TOS oversight activities from April
2002 to October 2003.

TOS Oversight of the ASB’s Process of Setting Auditing Standards
The MOU stated that the goal of TOS oversight was to represent the public interest on all matters
that might affect public confidence in the integrity, reliability, and credibility of the audit
process. Accordingly, the primary concern of the TOS was that the process of setting auditing
standards promoted the public interest by improving the way that audits are performed.
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The TOS attended all meetings of the ASB and had the privilege of the floor to comment and
raise questions. The TOS also attended and participated in selected meetings of ASB task forces,
including the:
•
•
•

Audit Issues Task Force, whose activities include overseeing the ASB’s planning
process.
Fraud Task Force, which developed Statement on Auditing Standards (SAS) No. 99,
Consideration of Fraud in a Financial Statement Audit.
SAS No. 71 Task Force, which developed SAS No. 100, Interim Financial Information.

A member of the TOS also attended liaison meetings of the ASB with the SEC and FASB.
The ASB advised the TOS of its agenda and provided copies of all drafts and other documents to
be discussed at meetings. The TOS had access to ASB members, including the chair, as well as
to members of the AICPA Audit and Attest Standards staff to discuss proposals and to offer
comments and suggestions.

New Standards
During the oversight period, the ASB issued the following standards:
•

SAS No. 97, Amendment to Statement on Auditing Standards No. 50, Reports on the
Application of Accounting Principles (June 2002), which prohibits an accountant from
providing a written report on a hypothetical transaction, and was developed as a result of
concerns expressed by the SEC and others as to whether such reports were in the best
interests of the public.

•

SAS No. 98, Omnibus Statement on Auditing Standards – 2002 (September 2002), which
contains 11 minor amendments or clarifications of existing standards.

•

SAS No. 99, Consideration of Fraud in a Financial Statement Audit (October 2002),
which is discussed below.

•

SAS No. 100, Interim Financial Information (November 2002), which incorporates the
SEC requirement for timely reviews of interim financial information of all public
companies (beginning in 2002), and updates and expands existing guidance on
performing such reviews, including going-concern considerations.

•

SAS No. 101, Auditing Fair Value Measurements and Disclosures (January 2003), which
significantly expands audit guidance on procedures for fair value measurements and
disclosures in response to the increasing trend in accounting standards to require
measurement and disclosure of amounts and transactions at estimated fair values.
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The New Fraud Standard
SAS No. 99 is effective for audits of financial statements for periods beginning on or after
December 15, 2002. It supersedes a prior standard on auditing for fraud (SAS No. 82) that had
been issued only five years earlier.
SAS No. 99 is a significant effort by the ASB to help auditors detect material misstatements due
to fraud. It was developed as a partial response to recent well-publicized fraudulent financial
reports as well as to recommendations of the POB’s Panel on Audit Effectiveness (sometimes
referred to as the O’Malley Panel). Among other things, the Panel had urged that auditors
perform “forensic-type” procedures on every audit to enhance the prospects of detecting
fraudulent financial reporting.
The new standard is intended to substantially change auditors’ performance, thereby improving
the likelihood that they will detect material misstatements due to fraud. This includes an
increased focus on professional skepticism, with auditors setting aside any prior beliefs they may
have about management’s honesty and integrity when considering the possibility of fraud.
As part of planning, the audit team must “brainstorm” about the entity’s susceptibility to fraud
(where and how it might occur) and emphasize professional skepticism. Auditors must develop
responses to identified fraud risks and ordinarily should presume that there is a risk of material
fraud relating to revenue recognition. Auditors’ responses should incorporate an element of
unpredictability of auditing procedures.
Responding in part to the risk of management override of controls, SAS No. 99 also specifies
procedures that should be applied on every public company audit. Those include:
•

Examining journal entries and other adjustments for evidence of possible material
misstatement due to fraud.

•

Reviewing accounting estimates for biases that could result in material misstatement due
to fraud.

•

Evaluating the business rationale for significant unusual transactions.

A Call to Reevaluate Auditors’ Responsibilities
As a result of the TOS oversight of the development of SAS No. 99, the TOS became
increasingly concerned about auditors’ responsibilities for the identification of fraudulent
financial reporting. Auditors provide reasonable assurance that the financial statements are free
of material misstatements, whether caused by error or fraud. Auditing standards describe a
number of limitations on the auditor’s ability to detect fraud, such as collusion and management
override of internal controls. These limitations result in the level of assurance for detection of
misstatements from fraud appearing to be less than that for misstatements from error, although
the auditor’s opinion on financial statements does not distinguish between the two. As a result,
both auditors and users are left uncertain about auditors’ responsibility to detect material fraud.
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In August 2002, members of the TOS and the staff of the Panel on Audit Effectiveness issued a
letter to the Chairman and the Chief Accountant of the SEC, suggesting that the PCAOB
undertake a reevaluation of the level of auditor assurance contemplated in an audit of financial
statements. In April 2003, the letter was reissued to the PCAOB, the SEC, the General
Accounting Office, and the House Committee on Energy and Commerce.
The letter is reproduced in this report in appendix C and also may be found on the TOS website
at http://www.oversightstaff.org/reports.htm.

Transition to the PCAOB
Several projects on the ASB’s agenda that would have affected audits of public companies have
been forwarded to the PCAOB in the form of recommendations that the PCAOB consider in its
standard-setting process. The ASB began developing those recommendations in July 2002 and
by April 2003 had issued exposure drafts for comment. After revising the drafts to address
comments received during the exposure process, the ASB submitted two sets of
recommendations to the PCAOB:
•

Proposals that reflect certain provisions of the Sarbanes-Oxley Act of 2002, including a
new standard on reviews by a reviewing partner of work performed on an audit, along
with amendments to eight existing standards.

•

Proposals to implement Section 404 of the Sarbanes-Oxley Act, which requires an
auditor’s attestation report on management’s assessment of internal controls over
financial reporting. Those proposals include new auditing and attestation standards and
an amendment of SAS No. 100.

The ASB also submitted recommendations to the PCAOB relating to two ASB projects that had
not yet been exposed for comment. The proposals were (1) to eliminate the “consistency
explanatory paragraph” in the auditors’ report, and (2) to revise SAS No. 67, The Confirmation
Process. The latter proposal was developed in response to recommendations of the Panel on
Audit Effectiveness as well as issues described in an AICPA Practice Alert.

Other Publications
During the oversight period, the ASB issued a variety of other documents or reviewed
documents issued by the AICPA, including four interpretations of the SASs, one interpretation of
attestation standards, one Statement of Position, and an auditor’s “toolkit” for auditing fair value
measurements and disclosures under FASB Statement Nos. 141, 142, and 144.

International Projects
During the oversight period, the ASB continued its activities in the convergence of national and
international auditing standards. The ASB and the International Auditing and Assurance
Standards Board (IAASB) coordinate their activities by attending each other’s meetings, forming
joint committees, and observing and monitoring the activities of both boards’ task forces.
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SAS No. 101 was developed by a joint task force. The IAASB issued a substantially similar
International Standard on Auditing (ISA).
The IAASB closely monitored the development of SAS No. 99 and in August 2003 issued an
exposure draft of an ISA that closely mirrors much of SAS No. 99.
Perhaps the most ambitious joint project has been a major effort, under the direction of the Joint
Risk Assessments Task Force, to amend the basic audit risk model. In October 2003, the IAASB
released its final package of new risk assessment standards. Those ISAs are intended to increase
the quality of audits by, among other things, requiring a more in-depth understanding of the
business and controls, a more rigorous assessment of risks of material misstatement, and better
linkage of auditing procedures and assessed risks.
The ASB issued companion exposure drafts on the risk assessment process but did not complete
analysis of comments and the final ISAs. This project is expected to be completed by the
reconstituted ASB.
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A RECOMMENDATION REGARDING CONSISTENT IMPLEMENTATION OF NEW
AUDITING STANDARDS

Auditors have begun responding to the many changes called for by the Sarbanes-Oxley Act. The
PCAOB is a product of that legislation and will have a profound effect on the way audits are
done and the way auditors perform. One of those effects will be how auditors implement
auditing standards issued by the new board.
The PCAOB has issued or soon will issue new standards, many with complex provisions that
will present difficult interpretation and implementation issues to auditors. Although the PCAOB
will have reacted to comments received during the exposure of drafts of those standards, neither
the commentators nor the PCAOB can anticipate all the practical problems of first implementing
complex new standards.
Some of the standards will be revisions of existing ones. Others will be substantially new, such
as the standard on attestation reports on internal control. One only need read the draft of that
standard to imagine some of the issues that could arise to prevent consistent understanding or
application.
In the past, the larger firms developed their own internal implementation guidance, and
commercial services such as Practitioners Publishing Company offered guidance to auditors in
smaller firms. Significant interpretive and application issues were considered by the Audit
Issues Task Force (AITF) of the ASB. Those issues might have been identified from a variety of
activities, including initial application of standards, reviews of litigation by the QCIC, peer
reviews, and firms’ internal inspections.
In the absence of a funneling mechanism such as the AITF, auditors must be able to identify and
resolve questions of interpretation and application in a timely manner. The public interest is not
served by inconsistent application of standards, which subjects auditors and the public to afterthe-fact identification and resolution through the PCAOB’s inspection and investigation
processes.
The TOS believes that it is critical that audit firms act in concert to develop implementation
guidance for new standards and to seek the PCAOB’s concurrence with that guidance. Without
consistent application of new standards, the auditing profession and the PCAOB can hardly
expect to regain the investor confidence they seek so strongly. While the TOS respects the
PCAOB’s processes and believes the new board will develop quality standards, it is a simple
fact—for good or bad—that the standards will no longer be developed by practicing auditors.
The views of those other than auditors will be important to establishing new standards and will
bolster investor confidence; however, only auditors will implement new standards and will need
to do so as uniformly as practicable.
A new Center for Public Company Audit Firms has been approved by the Council of the AICPA
to replace the SEC Practice Section. Participation in the Center would be voluntary. The Center
may be a forum for firms to draft timely implementation guidance and work with the PCAOB to
help ensure consistent application of complex new standards. Whatever the forum, we urge that
the firms—which, after all, must apply the standards—seize the initiative and work together and
with the PCAOB to develop timely, consistent implementation guidance.
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Appendix: Correspondence on Reevaluating Auditors’ Responsibilities
As a result of its oversight of the Quality Control Inquiry Committee and the Auditing Standards
Board and discussions with the staff of the Panel on Audit Effectiveness, the TOS issued a letter
in August 2002 to the SEC recommending that the PCAOB undertake a reevaluation of the level
of auditor assurance contemplated in an audit of financial statements. In April 2003, the letter
was reissued to the PCAOB, the SEC, the General Accounting Office, and the House Committee
on Energy and Commerce. Those letters are reproduced in this appendix. See also the
discussions under “Communications with Standard Setters and the PITF” in the section of this
report on TOS Reports on Quality Control Inquiry Process, and under “A Call to Reevaluate
Auditors’ Responsibilities” in the section on TOS Reports on the Auditing Standards Board.
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